Understanding

Inventory and
Depreciation Concepls

OVERVIEW- THE INVENTORY c:cfll;cﬁp'r E |

.r

a,

4 is overview concerns both the 1nv£1tory concqpt and
types of inventories. |

1 :_ oncept of Inventory in Healthcare Owuom\

. nventory” ‘includes all the items’( that an orga-
pization has for salé in the nogli'a{] colrse of i lts busmess
Hlnventory is an.asset, owned;bythemompany 1t appears

o0 the balance sheet asa cuﬁﬁnt asset, bqéause theindi-

dua] items that compose e“mventory dre expected"rto !
_used {s0ld) within a 12 onth perio "“l by

i
i,

e,

€s Df Inventory in Healthcar Orgamzatmns

{_._-'r ol

Fious healthcare organizations (or dcpartments w:thm
Balizations) deal wi mVentoryfand must account

The hospital Eift shUp and meﬁfﬁ'u;z‘lfor exampl :

inventory and fst accovnt’for it

g compames, m:}eptoryq-pltfal 11y con—
s, wor]\mprogress and
4 ght think that
_tven __,_ryitems forsalei m a healthca organization

L) _,1-‘11"actl red, but/are ﬁ'nlshed 20ds mstead

|
SManufacryrin

:l n'sheﬂ goods) that is for sale. (Another exam-
theg pha.rmacy that compounds drugs.) .

! __; 79

hannacxes"-
Pital-based, re lbnck-arga- tmor T, Or mail order |

Tacies) own in ntory in the normal cour of their /
e85, B NG __ Vi

Progress Notes

After completing this chapter,

you should be able to

- 1. Understand the interrelation-
ship between inventory and
cost of goods sold.

2. Understand the difference
between LIFO and FIFO
inventory methods.

3. Be able to calcufate inventory
turndver.

4. Understand the interrelation-
ship between depreciation
expense and the reserve for
depreciation.

9. Understand how to compute
the net book value of a fixed
asset.

6. Be able to identify the five
methods of computing book
depreciation.




tory concept.

Turning Inventory into Cost of Goods (or Drugs) Sold

e shamaacdeliisalge That is how an item moves oy 3
recognizege®masi. When the item is recognized as cost, it becomes “¢
so note that different terminology may be used. In some organization

of goods sold'1s Calledm .") For a business such as a retail pharmacy, the coé_ ‘
inventory sold to its custo e largest single expense of the business.

CTI Sty myu arvtermrtans AR=REAATETT

inventory and is

Recording Inventory and Cost of Goods (or Drugs) Sold

Recording inventory and cost of goods (or drugs) sold is a sequence of events. Figure a-
illustrates the sequence as follows: :

* Beginning inventory ffivenlory doere: e e - 2
Purchases during the pariod are recorded. b

[ ]
* Beginning inventory plus purchases equal “cost of goods available for sale.”
* Ending inventory (inventory at the end of the period) is recorded. I
* Cost of goods available for sale less ending inventory equals “cost of goods sold.” "M
Bl gl s o e ST will ypically include et} titvd or the shippin 2 costs 5
deliver the items to you. Any giSda uie iVl

FHThus the pur AL DULETTS thats
i ending inventory is estimated. An example of §
is shown in the chapter about estimates and benchmarking,

Purchasss
Recorded
¥

Inventory
Recorded
¥

1

Beginning + Net — | CostofGoods | __ Ending |~ | Costof Goods *
Inventory Purchases Available Inventory Sold |
for Sale |

Purchases + Freight In - Discounts = Net 1§

Figure 8-1 Recording Inventory in the Accounting Cycle.
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:i:. Gross Margin Computation

| L Gross margin equals revenue from sales less the cost of goods sold. Gross margin is often
t . expressed as a percentage. Thus, a pharmacy’s gross margin might appear as follows:

: Sales™
' “Cost of goods (drugs) sold
Gross margin

2
. An organization’s gross margin percentage can be readily compared to industry standards.

| INVENTORY METHODS

. How is the inventory to be valued? The two pst commonly used inventory valuation meth-
'-i{.s.._.. "

i‘ & ods are ?:'_r_:::'_::;-.t-.] Im. n 5] t'i O-:I‘Ei:-' | t'l_l]ﬂ({_)m and -fd :j':_'i :,:H..:‘.".'-W:x.‘ﬁ;;i"r,-’t')"':fh;‘?’ i_:@ﬂﬂf The method chosen will
E

" laffect the organization's financial statements, as explained in the following sections.
G

iFirst In, First-Out (FIFO) Inventory Method

AT S 2 Oih i o Vil
into inventory as the Orst costs moved out into cost of goods sold when z Trars. How
will this method affect the organization’s financial statements? Under [HB@ the ending
inventory figure will be higher (because when the oldest inventory moves out first, the end-

ing inventory will be based on the costs of the latest purchases, which we assume will have
Lost more). Exhibit 8-1 illustrates this effect.

: : -In, First-Out (LIFO) Inventory Method

'_{fl

u&@nventory costing method, recognizes the latest, or last,
ry as the first costs moved out into cost of goods sold when a sale
is method affect the organization’s financial statements? Under Wl
K figure will b p-A0WeT Y because when the latest inventory moves out
Meendingiffventory will & Hased B costs of the earliest purchases, Which we assume
Ave cost less). Exhibit 8-2 illustrates this effect.

40sts placed into invento
urs., Houmwibleil

ted Average Inventory Method

Ventory costing method is based on the weighted average cost of invento
s beriod. (The e, '
¥ The w

R
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Exhibit 8-1 FIFQ Inventory Effect

——a—r
"

Assumptions FIFO Inventory Effect
20 units @$25 = ) $500

L]

Sales (Revenue)

Cost of Sales: ! }d

Beginning Inventory ~ 10 units @$5 = )( $50
Pius: Purchases 10 units @$10 = $100 & x
10 units @$15 = §150 Y\ 250

Subtotal $300
Less: Ending Inventory 10 units @§15 = (150)

Cost of Sales
Gross Profit
Operating Expenses
Earnings Before Tax

*
Incogne Tax

¥

Earnings After Tax

Note: Ending inventory computed as number of units in the beginning inventory plus
number of units purchased less number of units sold—count oldest units sold first.

*"

No Method: Inventory Never Recognized

This inventory costing method is no method at all. That is, inventory i§ never recognize i
For example, a physician’s office may expense all drug purchases as supplies at the time o

purchase and never count such drugs as inventory. This treatment might be justified whe ;
such supplies were only a small part of the practice expenses. However, if the physician i

purchasing very expensive drugs and administering them in the office (infusing expensivil
drugs is a good example), then not recognizing any such drugs being heid as inventory off: ;

the financial statements is misleading.

INVENTORY TRACKING

The two most typical inventory tracking systems are described as follows.

.
E
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Exhibit 8-2 LIFO Inventory Effect

H
Assumptions LIFO Inventory Effect
Sales {Revenue) 20 units @$25 = $500
Cost of Sales:
Beginning Inventory 10 units @$5 = $50
Plus: Purchases 10 units @310 = $100 &
| , - 10 units @$15 = $150 250
i | Subtotal ! $300
i .| Less: Ending Inventory 10 units @$5 = (50)
l 1|  Cost of Sales 250
" Gross Profit $250
- H I ]
"l Operating Expenses e . (50)
b b w
_ *-_:I -Earnings Before Tax $200
R
' Income Tax (60)
' Earnings After Tax $140

¥, -
i Note: Ending inventory computed as number of units purchased plus number of units
" in the beginning inventory less number of units sold—count newest units sold first.
Ml
! -

al, record for every individual inventory item. Thus the amount of inventory on hand
be determined at any time. (A real-time system is a variation of the perpetual inventory
tem, whereby transactions are entered simultaneously.)
A Perpetual inventory system requires, of course, a specific identification method for
"Wentory item. Bar codmg is often ] i pose. You are most likely to find a




period the organization physically counts the inventory items on hand. Then costs per itey;
are attached to the mventory counts in order to arrive at the cost of the inventory at the en
of the period g i i

Necessary Adjustments

Certain inventory adjustments will commonly become necessary, as discussed here.
Shortages

When the periodic inventory results are compared to the mvento balance on the finan}
cial statements, it is not uncommon to find that the actual BHE A LG
is commonly termed
8fE' The inventory amount on the books must be reduced to the actual amount Pef
the periodic inventory, and the resulting shrinkage cost must be recorded as an expense.

Obsolete Items

Mosm] inevitably come to contain cermnm For example, thé
pharmacy inventory will contain drugs that have “s " or ssmmgl® expiration dates

Obsolete inventory items should be discarded. Their cost must be removed from the cosg
of inventory on hand, and the resulting obsolescence cost must be recorded as an

CALCULATING INVENTORY TURNOVER -i_

Inventory turnover is a ratio that shows how fast i inventory is sold, ondiiiFmERiEThe com:
putation is in two steps as follows. Figure 8-2 illustrates the sequence.

Step 1. First comput r
Beginning Inventory plus Ending Inventory divided by two equals ARl

Step 2. Next compute *

Cost of Goods Sold (QigGgseeliSEPs ¥ divided by Average Inventory equals Inventonj
Turnover

Cost of Gocds divided Average
Sald by Inventory

Inventory

equals Turnover

Beginning us Ending  divided

2 equals Actual Answer s a
inventory Inventory by

Inventpry ratio that shows
2 how fast the:
inventory is sold

Figure 8-2 Calculating Inventory Turnover.
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An organization’s inventory turnover ratio can be readily compared to industry L
andards.

WERVIEW: THE DEPRECIATION CONCEPT

I3
repreciation expense spreads, or allocates, the cost of a fixed asset over the useful life of

1at asset, as discussed here. i

ixed Assets and Depreciation Expense i

ixed assets, also known as long-term assets, are classified as long-term and placed on the
glance sheet as such because they will not be converted into cash in the coming 12 months.
he purchase of a fixed asset is a capital expenditure. (Capital expenditures involve the ac-
[.lisil:ion of assets that are long lasting, such as buildings and equipment.) “Capitalizing”
eans recording these assets as long-term assets on the balance sheet.

We recognize the cost of owning buildings and equipment through depreciation ex-

nse. When the cost is spread, or allocated, over a period of years, each year's financial
atements (for that period of years) recognize some portion of the cost, expressed as de-
eciation expense. '

seful Life of the Asset

_F useful life determines the period over which the fixed asset's cost will be spread. For
ample, a piece of laboratory equipment is purchased for $20,000. It has a useful life of
'€ years. So depreciation expense is recognized in each of the five years until the $20,000
sed up,

B

.Value

f“.‘fe depreciation expense can be calculated, we need to know whether the fixed asset
i '_1?3-"3 salvage value at the end of the depreciated period. Salvage value, also known as re-
i ‘4.?.11 value or scrap value, represents any expected cash value of the asset at the end of its
reful l.ife- If the laboratory equipment is expected to have a salvage value of $1,000 at the
- :';__Of 16 five-year useful life, then $19,000 will be spread over the five-year life as deprecia-
‘£Xpense, and the $1,000 will remain undepreciated at the end of that time.

4d
'0.
9K VALUE OF A FIXED ASSET AND THE RESERVE FOR DEPRECIATION

his

e § 3 . . f . s P

. ns:CUOn describes important interrelationships between and among depreciation ex-
A the reserve for depreciation, and net book value of an asset.

i

L]
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The Reserve for Depreciation

Depreciation expense over the years is accumulated into the reserve for depreciation. In Othg
words, the reserve for depreciation holds the cumulative amount of depreciation expengg
that has been recognized over time, beginning with the date that the fixed asset was acquire i
Another way to think about this is to view the reserve for depreciation as holding all the depre
ciation expense that has been recognized and recorded over the useful life of the asset.

Interrelationship of Depreciation Expense and the Reserve for Depreciation

Depreciation expense for the year is recorded in the income statement. At the same ti
an equivalent amount is added to the cumulative amount that has been accumulau 2

This mterrelat:onshlp is illustrated in Figure 8-3.

Net Book Value of a Fixed Asset

from value recorded on the books—thus “book value.”
The net book value of a fixed asset is computed as follows: i

* Determine the original cost of the fixed asset on the balance sheet. 8
* Subtract the reserve for depreciation, which has accumulated depreciation expenss

as it has been recognized. '
* The result equals net book value at that point in time (Figure 8-4).

Income Stalement Balance Sheet i
) 4 '
I:"
g |
Depreciation Expense Reserva for Depraciation b5
$25,000 $25,000
T : 3
This year's An equivalent amount is
depreciation expense is added lo the cumulative !
recognized on the Reserve for Dapreciation 'I
Income Statement on the Balance Shest g

Figure 8-3 Interrelationship of Depreciation Expense and Reserve for Depreciation in the Accounting
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|
Building & Equipment Less Reserve for Depreciation Equals | Net Book Value I ! "l

Cost 'y 2 | e
. E i ‘ ¥
cost on the expense as it is recognized undapraciated
Balance Sheet Fixed Asset cost

gure 84 Net Book Value Computation.

I

1 i
Represents Fixed Asset Accurnulates depreciation Aepresents remaining 1 i
|
|
1
t
1l
!
]
i
k

Iso note that fully depreciated fixed assets may still remain on the books if they are still
1use. A fully depreciated fixed asset, of course, means that the depreciable cost has been
xhausted because all the depreciation expense over the asset’s useful life has already been
*cognized. Thus, the net book value would either be zero or would amount to the remain-
1g salvage value of the asset. i

IVE METHODS OF COMPUTING BOOK DEPRECIATION

ast as “book value” means value that is recorded on the organization's books, “book
E¢=:1'Jreo::iation" means depreciation that is recorded on the books. Book depreciation is the l
preciation expense recorded in the financial accounting records and reflected on the |
nancial statements. “Tax depreciation,” on the other hand, is depreciation that is com- i
E&d for tax purposes and is reflected on the applicable tax returns of the organization. |
depreciation methods are discussed in the final section of this chapter. !
You as a manager will most likely be using book depreciation in your planning, control,
d decision making. Five methods of computing book depreciation are described below.

T ey

raight-Line Depreciation Method

¢ straight-line depreciation method assigns an equal or even amount of depreciation
*Pense over each year (or period) of the asset’s useful life. The expense is thus spread
¥enly—orin a straight line—over the life of the asset. Table 8-1 illustrates the straight-line é!L
#breciation method applied to a fixed asset costing $10,000 with a 5-year useful life and il
©52lvage value. The depreciation expense would thus equal $2,000 for each of the 5 years ilih
#10,000 divided by 5 equals $2,000 per year). | i
~Table 8-2 illustrates the straight-line depreciation method applied to a fixed asset cost- il
g__$10,000 with a 5-year useful life and a $1,000 salvage value. The depreciation expense i _.-'-
:" uld thys equal $1,800 for each year in this example, because we must leave $1,000 at the 1 I.
d-yof ﬂ;e asset’s B-year life ($10,000 less $1,000 equals $9,000 divided by 5 equals $1,800 5'
T year,
-TI-f'_the asset was acquired in the second half of the year, in some cases only a half-year
_ 3 -"Pr.eciation will be recognized in Year 1. If this is the case, the remaining half-year of
_-melaﬁDn will be recognized in Year 6, in order to fully depreciate the asset.




Accumulated E

Depreciation Depreciation Net Remalning ./

Cost Expense {Reserve for Undepreciated Cogt !
{to Be Depreciated) per Year® Depreciation) (Net Book Valua) | _'

———

$10,000

Year 1 $2,000 $2,000 $8,000 :
Yoar 2 2,000 4,000 6,000 #
Year 3 2,000 6,000 4,000 E
Year 4 2,000 8,000 2,000 o
Year 5 VR 2,000 10,000 -0- A
*$10,000 divided by 5 yeara = $2,000 per yaar. :

As the name would imply, accelerated book depreciation methods write off more deprecia-

tion in the first part of the asset’s useful life. Thus, they “accelerate” recognizing depreciation

expense. Three accelerated depreciation methods are briefly described here. Further details
; about the computations for each method appear in Appendix 8-A at the end of this chapter.

‘ Sum-of-the-Year’s Digits (SYD) Method

The Sum-of-the-Year’s Digits (SYD) accelerated depreciation method computes deprecia- §
' ! tion by multiplying the depreciable cost of the asset by a fraction. !-

Table 8-2 Straight-Line Depreciation: 5-Year Life with Saivage Value
Accumulated
Depraciation Depraciation Net Remaining
Cost Expense (Reserve far Undepreciated Cost
(to Be Depreciated) per Year* Depreciation) {Net Book Value)
4 $10,000 $10,000 i
L Year 1 $1,800 $1,800 8,200
b Year 2 1,800 3,600 6,400
1 Year 3 1,800 5,400 4,600
Year 4 1,800 7,200 2,800
| Year 5 1,800 9,000 1,000**
| “$9,000 divided by 5 years = $1,800 per year. L
) “*Remalning saivage value. .
|
E :
T Accelerated Book Depreciation Methods v
{

Double-Declining Balance (DDB) Method

The Double-Declining Balance (DDB) accelerated depreciation method computes depre- §
i ciation by multiplying the asset’s net book value at the beginning of each year by a constant 3




. (thus “double-declining”).
'*  150% Declining Balance (150% DB) Method

| The 150% Declining Balance (150% DB) accelerated depreciation method also computes
B depreciation by multiplying the asset’s net book value at the beginning of each year by a
I © constant percentage, or factor. In the case of 150% DB, however, the constant factor is half
| gain or 150% of the straight-line rate.

|
|
| percentage, or factor. In the case of DDB, the constant factor is twice the straight-line rate

: .

Units of Service or Units of Production (UOP) Depreciation Method
| © The Units of Service or Units of Production (UOP) method computes depreciation by
' assigning a fixed amount of depreciation to each unit of service or output that is pro-
q  duced by equipment. “Units of Production” is a manufacturer’s term for manufacturing, or
- producing, a product. “Units of Service” more properly describes the medical equipment
. providing services in healthcare organizations.
| Instead of a useful life in years, equipment depreciated by the UOP method is assigned a
% ¢ fixed total amount of units of service. This fixed amount is the overall total for the life of the
3
-

* ‘equipment. Then the number of units of service actually provided each year is depreciated.

 COMPUTING TAX DEPRECIATION
i following discussion about tax depreciation is general in nature and is not to be
¢ wtilized as tax advice. Any additional details about tax depreciation are beyond the scope
f this text.

Depreciation,” as previously defined, means depreciation that is computed for tax
Urposes and is reflected on the applicable tax returns of the organization. The methods
ftax depreciation in effect at the time of this writing fall under the Modified Accelerated
t Recovery System as described here.

‘0dified Accelerated Cost Recovery System (MACRS)

:m_l_le Modified Accelerated Cost Recovery System (MACRS) is currently used to depreciate
. Stbusiness and investment property for tax purposes. MACRS presently consists of two
e.__Pl‘eciation systems, both of which are briefly described here.

_ ;:eml Depreciation System (GDS)

* o< General Depreciation System (GDS) is the method generally used under the U.S,
‘Mal Revenue Service rules and regulations, although there are certain exceptions.
S Provides nine property classifications for useful life, including 3-, 5-, 7-, and 10-year
Perty, and 15-, 20-, and 25-year property, along with residential rental property and
'esidential real property. For example, computers, calculators, and copiers fall into




90 CHAPTER 8 Understanding Inventory and Depreciation Concepts

the 5-year property classﬁcauon while ofﬁce furniture and fixtures such as desks, files, ang 8§
safes fall into the 7-year property classification.! |
The GDS method allows double-declining balance, 150% declining balance, and tho# "
straight-line method of depreciation, depending upon what type of property is being
depreciated. For example, nonfarm 3-, 5-, 7-, and 10-year property can use any of the thre
methods in most (but not all) circumstances.?

L ".

Alternative Depreciation System (ADS)

The Alternative Depreciation System (ADS) is required for particular properties includi :
for example, any tax-exempt use property.® ADS uses fixed ADS recovery periods, alc
with straightline depreciation. ADS can also be used for certain eligible property, eveg
though the property in question could come under GDS (certain restrictions apply).4-
The tax law changes rapidly; thus, modifications to the tax depreciation u.‘.
described in this section may have been placed into effect at any point in time. Magg
information can be obtained from the recent Internal Revenue Service Publication g 6
“How to Depreciate Property.”

; 1'__

@ INFORMATION CHECKPOINT . i

What is needed? A depreciation schedule that includes depreciatié
expense, reserve for depreciation, and net book value:=

Where is it found? With your supervisor or in the accounting and/or admi#
tration offices.

How is it used? To reflect depreciation expense in order to completed

income statement.
@ KEY TERMS

Book Value
Depreciation

FIFO

Inventory

Inventory Turnover
LIFO

Salvage Value

Useful Life (of an asset)

@ DISCUSSION QUESTIONS

. Do you or your supervisor have to deal with inventory? If so, please describ

. Have you ever had to count physical inventory? If so, please describe the P

. Do you oryour supervisor have to deal with depreciation expense? If so, please

. Have you ever had to compute depreciation expense? If so, please des k-
circumstances. 1




A Further Discussion
of Accelerated and ue
Unats of Service

Depreciation
Computations

CELERATED BOOK DEPRECIATION METHODS

the name would imply, accelerated book depreciation methods write off more deprecia-
1in the first part of the asset’s useful life. Thus they “accelerate” recognizing deprecia-

1expense. The computations of three accelerated depreciation methods are described
his appendix as follows.

n-of-the-Year’s Digits (SYD) Method

: Sum-of-the-Year’s Digits (SYD) accelerated depreciation method computes deprecia-
1 by multiplying the depreciable cost of the asset by a fraction. The fraction is the mech-
sm by which the acceleration is computed. It is calculated as follows:

The numerator of the SYD fraction starts with the asset’s useful life expressed in years
and decreases by one each year thereafter. (Thus, fora B-year useful life, the numera-
tors are 5; 4; 3; 2; 1 respectively.)

The denominator of the SYD fraction is the sum of the years’ digits of the asset's life.
(Thus, for a 5-year useful life, the sum of 5 + 4 + 3 + 9 + | equals 15, which is the
denominator.)

‘able 8-A-1 illustrates the computation for each year. The depreciable cost of $10,000
Wided by 15 to arrive at $666.66. Thus, one-fifteenth or $666.66 is multiplied by 5 for

first year ($3,333 depreciation expense); by 4 for the second year ($2,667 depreciation
ense), and so on.

Ible-Declining Balance (DDB) Method

DOuble-Declining Balance (DDB) accelerated depreciation method computes depre-
On by multiplying the asset’s net book value at the beginning of each year by a constant

-ntage, or factor. In the case of DDB, the constant factor is twice the straight-line rate
| double-declining").

able 8-A-2 illustrates the computation for each year of a 5-year useful life with no sal-
‘Value, The double-declining factor is computed as follows:

$10,000 cost of the fixed asset divided by the asset’s useful life of 5 years equals 20% or
2 factor of 0.20.

ultiply the 0,20 by 2 (or double} to arrive at the 0.40 double-declining factor.
93
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The computation continues as follows:

¢ For Year 1, $10,000 times 0.40 equals $4,000 Year 1 depreciation expense. Accumy.
lated depreciation for Year 1 also equals $4,000. The accumulated depreciation of
$4,000 is subtracted from the $10,000 cost to arrive at the net remaining undepreci-
ated cost, or net book value, of $6,000 at the end of Year 1.
For Year 2, the factor of 0.40 is multiplied times the $6,000 net book value to equal:
$2,400 Year 2 depreciation expense. The Year 2 depreciation of $2,400 is added to the,
accumulated depreciation for a total of $6,400 ($4,000 plus $2,400 equals $6,400).3
The $6,400 is subtracted from the $10,000 cost to arrive at the net remaining unde-
preciated cost, or net book value, of $3,600 at the end of Year 2.
For Year 3, the factor of 0.40 is multiplied times the $3,600 net book value to equal’
$1,440 Year 3 depreciation expense. The Year 3 depreciation of $1,440 is added to the
accumulated depreciation for a total of $7,840 ($6,400 plus $1,440 equals $7,840)
The $7,840 is subtracted from the $10,000 cost to arrive at the net remaining unde- %
preciated cost, or net book value, of $2,160 at the end of Year 3. 7

The declining-balance method has a peculiarity in that it switches back to the straight-|
line method at the point where the straightline computation yields a higher annual #
depreciation than does the declining-balance computation. Thus, as we arrive at Year 4 S
in this example, we must test the double-declining computation against the straightline 3 i 3
computation. §

* To compute Year 4 double-declining, the factor of 0.40 is multiplied times the net 3 §
book value of $2,160 to arrive at a DDB of $864. .

¢ To compute a comparative Year 4 by the straight-line method, the remaining net book
value of $2,160 is divided by the remaining years of useful life, which in this case #
would be 2 years. Thus $2,160 divided by 2 years equals straight-line depreciation per
year for Year 4 and for Year 5 of $1,080 per year. [
The Year 4 straight-line method is greater ($1,080) than the Year 4 DDB ($864). Thus @
the switch to straight line is made for the remaining Year 4 and Year 5, as illustrated in @
Table 8-A-2. i B

The point at which the straightline method overtakes the declining-balance @
method varies, of course, with the method and with the number of years of useful life.
Table 8-A-3 illustrates the first year for which the straight-line depreciation method §
gives an equal or greater deduction. (Note that the 5-year Property Class [or Useful Life §
Class] for 200% declining balance [or double-declining balance] shows the fourth year i§
as the point at which the switch to straight line would be made. This is consistent with & |
our example in Table 8-A-2.) #

150% Declining Balance Method

The 150% Declining Balance (150% DB) accelerated depreciation method also computes i |
depreciation by multiplying the asset’s net book value at the beginning of each year by 23 ;
constant percentage, or factor. In the case of 150% DB, however, the constant factor is half §
again or 150% of the straight-line rate. 3
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. Table 8-A-3 Declining Balance Rates by Property Class

o

& property Class Method Declining Balance Rate Year*
'___ 3-year 200% DB 66.667% 3rd
" 5.year 200% DB 40.000% 4th
. Tyear 200% DB 2B.571% 5th
i 1Q-year 200% DB 20.00% 7th
. 15year _ 150% DB 10.0 7th
;‘ \ 20-year & 150% DB 75 gth

B : *Indicates the first year for which the straight-line depraciation method gives an equal or greatsr deduction,
| . Reproduced from Internal Aevenus Service, Publication 846, *How 10 Depraciate Property”p. 43.

LR

. Table 8-A-4 illustrates the computation for each year of a 5-year useful life with no sal-
age value. The 150% DB factor is computed as follows:

Py pr——

T * $10,000 cost of the fixed asset divided by the asset’s useful life of 5 years equals 20% or
i afactor of 0.20.
3 . * Multiply the 0.20 by 150% (or half again) to arrive at the 6.30 150% DB factor.

b i. The 150% DB computation follows the same pattern as the double-declining example
¥ ‘E[‘“t described, with two exceptions:
oA oy

- * The factor applied is 0.30 per year, as Just explained.

. * The 150% DB switches to straight line in Year 3 instead of Year 4 as in the previous

. example.

pe:

; EUB-“S of Service or Units of Production (UOP) Depreciation Method

h e Units of Service or Units of Production {UOP) method computes depreciation by

2381gning a fixed amount of depreciation to each unit of service or output that is produced
* “V€quipment. The “Units of Production” is a manufacturer’s term for manufacturing, or

;t}_l_ifmd‘ucing, a product. “Units of Service” more properly describes the medical equipment
- Providing services in healthcare organizations.

«_-stead of a useful life in years, equipment depreciated by the UOP method is assigned a

fi ®otal amount of units of service. This fixed amount is the overall total for the life of the

‘Pment. Then the number of units of service actually provided each year is depreciated.

Table 8.4 5 illustrates the UOP method. The depreciation per unit of service is com-
tted as follgys:

Fls

Xe

. :. The tota] depreciable units of service over 5 years are determined to be 5,000 units.
€ equipment cost to be depreciated of $10,000 is divided by 5,000 units to arrive at

del?reciation of $2.00 per unit.

U5 of Service in Year 1 total 1,000, Thus 1,000 units times $2.00 per unit equals

L 92,000 veqy 1 depreciation.
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“~ Unils of Service in Year 2 total
Year 2 depreciation.
ce
Th el thlS manner until the total 5,000 units of servi are _
€ computation continu

d.
exhausted. The equipment is then fully depreciate

DR L 7o i i e e b e e




Staffin
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|
‘AFHNGREQUIREMENTS / ._‘f*_-- Progress Notes

LY

n most businesses, a position is fille 1f the emploj*ee '
orks five days a week, generally Mon yll'lrough‘Fnday After completing this chapter,
nt in health care, many positions mus{he filled, a'l;l.cov- you should be able to
ed, all seven days of the week. Furthermore, in most
inesses, a position is filled for that day H;‘ﬂle.employee ' :
orks an eighthour day—from 9:00, td‘E'OT) for. example. 1. Understand the d.lffer-ence
ut in health care, many positions must als'be filled, between productive time and
I.covered, 24 hours a day. The'patients rieed care on. nonproductive time.
rday and Sunday, as well as Monday through Fndajr, : .
patients need care around the clock &4 hours a day. 2. t.Jndersta.nd computing fu“,
Thus, healthcare employees work in shifis, The shifis are time equivalents to annualize
n eight-hour shifts, because\three such shifts times éight staff positions.
ours apiece equals 24-hour coverage. Some facxhues have 3. Understand computing
€ to 12-hour shifts. In their case, m!012-hour shifm Eqﬁﬁl i ival .
- our coverage. The manager is, responsnble for s seeing. . . full-time equivalents to fill a
“Hhatan employee is prese.ntrand workmgfor each position scheduled position.
) for every shift re u:red for thét. pomtlom Therefore, it 4. Tie cost to staffing.
ecessary to understand and fuse the staﬂing measure-n,
0t known as the fiill-time eqmva]ent (FTE). Two differ- |
approaches are léssd to compl'ite‘ F;[E:’ the aﬁnua]izing
t}md and the scheduled-position method. Full- nme
;’Blent is a measure to express Ee equivalent'6f an
Fp oyee (annuahzed) or a position (sta.Eed) for the full

_}'

“+g]i‘1?11:12in is, necessary because each employee that
e E‘l € for benefits (such as vacation days) will not
uty for ﬂmfull"number of hours paid for by the

101
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a burden approach. In the burden approach the net hours desired are inflated, or by } ¥

dened, in order to arrive at the gross number of paid hours that will be needed to obtajy
the desired number of net hours on duty from the employee.

Productive Versus No_nproducﬁve Time

Productive time actually equates to the employee’s net hours on duty when performi
the functons in his or her job: description. Nonproductive time is paid-for time when t]-f,g
employee is not on duty: that is, not producing and therefore “nonproductive.” Paid-fay
vacation days, holidays, personal leave days, and/or sick days are all nonproductive time 1"
Exhibit 9-1 illustrates productive time {net days when on duty) versus nonproducti
time (additional days paid for but not worked). In Exhibit 9-1, Bob, the security guard, .

Exhibit 9-1 Metropolis Clinic Security Guard Staffing

The Metropolis laboratory area has its own security guard from 8:30 aM to 4:30 pM
seven days per week. Bob, the security guard for the clinic area, is a full-time Metropolis
employee, :
He works as follows:
1. The area assigned to Bob is covered seven days per week for every week of the year,
Therefore,
Total days in business year 364
2. Bob doesn’t work on weekends (104)
(2 days per week X 52 weeks = 104 days)
Bob’s paid days total per year amount to 260
(5 days per week X 52 weeks = 260 days)
3. During the year Bob gets paid for:
Holidays
Sick days
Vacation days
Education days

R e b W TTR

4
4. Net paid days Bob actually works 235

Jim, a police officer, works part time as a security guard for the Metropolis laboratory
area. Jim works on the days when Bob is off, as follows:
Weekends 104

Bob’s holidays 9

Bob’s sick days 7

Bob's vacation days 7

Bob’s education days 2

12

Paid days Jim works
Total days lab area security guard position is covered
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for 260 days per year (total paid days) but works for only 285 days per year, The 235
vs are productive time, and the remaining 25 days of holidays, sick days, vacation days,
d education days are nonproductive time.

'E for Annualizing Positions Defined

;;,purposes of annualizing positions, the definition of FTE is as follows: the equivalent of
e full-time employee paid for one year, including both productive and nonproductive
cation, sick, Holiday, education, etc.) time. Two employees each working half-time for
e year would be the same as one FTE.

taffing Calculations to Annualize Positions

hibit 9-2 contains a two-step process to perform the staffing calculation by the
nualizing method. The first step computes the net paid days worked. In this step, the
nber of paid days per year is first arrived at; then paid days not worked are deducted
arrive at net paid days worked. The second step of the staffing calculation converts

ibit 9-2 Basic Calculation for Annualizing Master Staffing Plan

* Step 1: How Many Net Paid Days Are Worked?

(a) A business year has 364 days.

(b) In this example the employee works five days per week. The other two days
off are not paid for, Thus two days off per week times 52 weeks equals 104

el non-paid days.
E o (c) Therefore the number of paid days per year equals 364 less 104, or 260 days,
| "~ (d) Butnotall paid days per year are worked. In this example each employee (RN,
' ia LPN, & Nurse Assistant [NA]) receives 35 personal leave days. (The personal

- il leave days are intended to include holidays, sick leave, and vacation days.)
st () In addition these employees are entitled to conlinuing professional education
v e (CPE) days. These are also paid days not worked, as follows: RNs = 5 days;
ol LPNs = 3 days; NAs = 2 days.

s (f) Therefore the net paid days worked are as follows:

el RN = 260 days (35) (5) = 220

LPN = 260 days (35) (3) = 229
NA = 260 days (35) (3) = 293

——

Step 2: How Are Net Paid Days Worked Converted to a Factor?

The factor is calculated by dividing total days in the business year (364) by the net paid
days worked, as follows:

RN = 364/220 = 1.6545
LPN = 364/222 = 1.6396
NA = 364/223 = 1.6323

Courtesy of ].J. Baker and R.W. Baker, Dallas, Texas.
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e ef-Dalel-aayYs- WK
example in Exhibit 9-2, the factor average
out to about 1.6. '
8-Hour Shifis RNs LPNs This calculation is for a 24-hour around§f
Day Shift 3 1 the-clock staffing schedule, Thus, the 364 iz '
Evening Shift 2 2 the step 2 formula equates to a 24-hour sta i
Night Shift 1 2 2 ing expectation. Exhibit 9-3 illustrates such i
24-Hour Total 6 5 13 master staffing plan. i &

Courtesy of JJ. Baker and RW. Baker,
Dallas, Texas.

NUMBER OF EMPLOYEES REQUIRED TO FILL A POSITION:
ANOTHER WAY TO CALCULATE FTEs

Why Calculate by Position? | B

The calculation of number of FTEs by the scheduled-position method—in other wordsf§
to fill a position—is used in controlling, planning, and decision making. Exhibit 94 se | .
out the schedule and the FTE computation. A summarized explanation of the calculatiog§l
in Exhibit 9-4 is as follows. One full-time employee (as shown) works 40 hours per wee : B
One 8-hour shift per day times 7 days per week equals 56 hours on duty. Therefore, to co : _
7 days per week, or 56 hours, requires 1.4 times a 40-hour employee (56 hours divided bii§ |
40 hours equals 1.4), or 1.4 FTEs. E

Exhibit 94 Staffing Requirements Example

Emergency Department Scheduling for 8-Hour Shifts:

24-Hour
Shift 1 Shift 2 Shift 3 Scheduling
Day Evening Night = Total

Position:
Emergency Room Intake 1 1 1 = ¥ 3 8-hour shifts
To Cover Position
7 Days per Week
Equals FTEs of: 1.4 1.4 1.4 = 4.2 FTEs

One full-time employee works 40 hours per week. One 8-hour shift per day times 7 days 44
per week equals 56 hours on duty. ‘Therefore, to cover 7 days per week or 56 hours
requires 1.4 times a 40-hour employee (56 hours divided by 40 hours equals 1.4), or
1.4 FTEs.
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staffing Calculations to Fill Scheduled Positions

The term “staffing,” as used here, means the assigning of staff to fill scheduled positions. The
staffing measure used to compute coverage is also called the FTE. It measures what propor-
tion of one single full-time employee is required to equate the hours required (i.e., full-time
equivalent) for a particular position. For example, the cast room has to be staffed 24 hours
a day, 7 days a week because it supports the emergency room and therefore has to provide
service at any time. In this example, the employees are paid for an 8-hour shift. The three
- shifts reqmred to fill the position for 24 hours are called the day shift (7:00 AM to 3:00 pMm),
L _the evening shift (3’00 PM t0 11:00 pM), and the night shift (11:00 pM to 7:00 am).

i One 8-hour shift times 5 days per week equals a 40-hour work week. One 40-hour work
7 week times 52 weeks equals a person-year of 2,080 hours. Therefore, one person-year of
* 9,080 hours equals a full-time position filled for one full year. This measure is our baseline.
| It takes seven days to fill the day shift cast room position from Monday through Sunday,
| s required. Seven days is 140% of five days (seven divided by five equals 140%), or,
" expressed another way, is 1.4. The FTE for the day shift cast room position is 1.4. If a

E even-day schedule is required, the FTE will be 1.4,
Iil !

o et A Sl Y

b B

* ek, or whatever is the case in the particular institution). The method computes a figure
 that will be necessary to fill the position for the desired length of time, measurlng this

 hoursand a receptionist position is to be ﬁlled for just 20 houm per week, then the FTE for
| that position would be 0.5 FTE (20 hours to fill the position divided by a 40-hour standard
--a'tork week). Table 9-1 illustrates the difference between a standard work year at 40 hours
s ,];er week and a standard work year at 37.5 hours per week.

No. of Annual Hours No. of Annual Hours

“gy Perweek X 52 weeks = 2,080.
= l-*a U'S per waek x 52 weeks = 1,850.

: b__lf’_os_mon No. of FTEs Paid at 2,080 Hours*  Palid at 1,950 Hours**
. fﬁ"!ﬁel’.visor 22 4,576 4,290
J-f!'!_qhs 3.0 6,240 5,850
) 77 16,016 15,015
- &ld 1.2 2,496 2,340
- 988 ordariies 1.0 2,080 1,950
_ 4Tng:ca| 12 2,496 2,340
! . 2 16.3 33,904 31,785
e,
! 40 hﬁura
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In the case of the annualizing method, the factor of 1.6 already has this organization’s vaca |
tion, holiday, sick pay, and other nonproductive days accounted for in the formula (reviey
Exhibit 9-2 to check out this fact). Therefore, this factor is multiplied times the base hourly 8l
rate (the net rate) paid to compute cost. 1
In the case of the scheduled-position method, however, the FTE figure of 1.4 will be
multiplied times a burdened hourly rate, The burden on the hourly rate reflects the vaca 1
tion, holiday, sick pay, and other nonproductive days accounted for in the formula (review
Exhibit 9—4 to see the difference). The scheduled-position method is often used in thef
forecasting of new programs and services. 4
Actual cost is attached to staffing in the books and records through a subsidiary
journal and a basic transaction record (both discussed in a preceding chapter). Exhibit
illustrates a subsidiary journal in which employee hours worked for a one-week period;
are recorded. Both regular and overtime hours are noted. The hourly rate, base pay, an i
overtime premiums are noted, and gross earnings are computed. Deductions are note 4
and deducted from gross earnings to compute the net pay for each employee in the final¥$
column. 3

Exhibit 9-6 illustrates a time card for one employee for a week-long period. This type
of record, whether it is generated by a time clock or an electronic entry, is the originall
record upon which the payroll process is based. Thus, it is considered a basic transaction;
record. In this example, time in and time out are recorded daily. The resulting regular
and overtime hours are recorded separately for each day worked. Although the appear-4
ance of the time card may vary, and it may be recorded within a computer instead of on a
hard copy, the essential transaction is the same: this recording of daily time is where thej
payroll process begins. '

Exhibit 9-7 represents an emergency department staffing report. Actual productive]
time is shown in columns 1 and 2, with regular time in column 1 and overtime inj
column 2. Nonproductive time is shown in column 3, and columns 1, 2, and 3 are totaled
to arrive at column 4, labeled “Total [actual] Hours.” The final actual figure is the FTE]
figure in column 5.

The report is biweekly and thus is for a 2-week period. The standard work week amounts
to 40 hours, so the biweekly standard work period amounts to 80 hours. Note the first line|
item, which is for the manager of the emergency department nursing service. The actual
hours worked in column 4 amount to 80, and the actual FTE figure in column 5 is 1.0. We
can tell from this line item that the second method of computing FTEs—the FTE computa-
tion to fill scheduled positions—has been used in this case. Columns 7 through 9 report|
budgeted time and FTEs, and columns 10 through 12 report the variance in actual from
budget. The budget and variance portions of this report structure will be more thoroughly
discussed in the chapter about operating budgets.

In summary, hours worked and pay rates are essential ingredients of staffing plans, buds
gets, and forecasts. Appropriate staffing is the responsibility of the manager.
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L E —s
Fximls e T VL

MHTI-6b Example of a Tim¢

e il
Metropolis Health System
Time Card

Employee JE Green No.
Department 3 Week ending

i L e e e el

———

; J?egﬁtar Overtime

Day Out In In Out

Monday 19:601 1:02

Tuesday 12:00 | 12:59 2 8:00

Wednesday 12:02 | 12:58

Thursday 12:00 1:00

Friday 12:01 | 101

Saturday

Sunday

Total regular hours

Total overtime

Courtesy of Resource Group, Ltd,, Dallas, Texas.
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— . s a——

@ INFORMATION CHECKPOINT

What is needed?.  The orf'g_inal record of time and the subsidiary journal summary; 'i
Whereis ¢ found? - The original record can be found atany checkin point; the subsig
iary journal sun}mary can be found with a supervisor in charge ...
;g.aﬂing for a unit, division, and so on. 34 d
It is reviewed as historical evidence of results achieved. It is al:
reviewed by managers seeking to perform future staffing in an o
ficient manner. g n g

Howisitused? -

ER oo

Full-Time Equivalents (FTES)
Nonproductive Time
Productive Time

Staffing

@ DISCUSSION QUESTIONS

Are you or your immediate supervisor responsible for staffing?

If so, do you usea computerized program?

Do you believe a.corflputerized program is better? If so, why?

Does your org-am.zano.n report time as “productive” and “nonproductive™
If not, do you believe it should? What do you believe the benefits would be?

O o 1o

NOTE

1. T.1. Baker, Prospective Payment for Long-Term Care: : :
{xsjpen e Inc. 1900),© A Annual Guide (Gaithersburg, MD




